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PROPOSED  RULES 


COMMODITY  FUTURES  TRADING 
COMMISSION 

[  17  CFR  Part  1  ] 

FUTURES  COMMISSION  MERCHANTS 

Proposed  Rulemaking;  Maintenance  of 
Minimum  Financial  Requirements 

AGENCY:  Commodity  Futures  Trading 
Commission. 

ACTION:  Proposed  rulemaking. 

SUMMARY:  The  proposed  rule  would 
establish  an  early  warning  system  de¬ 
signed  principally  to  give  notice  of  a  fu¬ 
tures  commission  merchant’s  financial 
.  deterioration.  The  development  of  an  ef¬ 
fective  early  warning  system  is  necessi¬ 
tated  by  increased  demands  placed  upon 
the  limited  resources  of  the  Commodity 
Futures  Trading  Commission  by  indus¬ 
try  expansion  and  by  an  increase  in  the 
types  of  activities  subject  to  Commission 
regulation.  The  intended  effects  of  the 
proposed  rule  are  to  insure  adequate 
customer  protection,  to  insure  the  in¬ 
tegrity  of  the  futures  market  system,  to 
increase  regulatory  efficiency,  and  to  fa¬ 
cilitate  the  development  of  a  registered 
futures  association. 

DATES :  Comments  cm  the  proposed  rule 
should  be  submitted  by  November  1, 1977. 

ADDRESSES:  Send  comments  to:  Com¬ 
modity  Futures  Trading  Commission, 
2033  K  Street,  NW„  Washington  D.C. 
20581,  Attention:  Secretariat. 

FOR  FURTHER  INFORMATION  CON¬ 
TACT: 

John  L.  Manley,  Chief  Accountant, 
Division  of  Trading  and  Markets, 
Commodity  Futures  Trading  Commis¬ 
sion,  2033  K  Street,  NW.,  Washington, 
D.C.  20581,  202-254-5218. 

SUPPLEMENTARY  INFORMATION: 
On  October  6,  1976,  the  Commodity  Fu¬ 
tures  Trading  Commission  (“Commis¬ 
sion”)  proposed  extensive  revisions  in 
the  financial  reporting  requirements  im¬ 
posed  upon  futures  commission  mer¬ 
chants  (“FCM’s”)  under  Commission 
regulations.  41  FR  45706  (October  15, 
1976).  On  May  17,  1977,  the  Commis¬ 
sion  subsequently  proposed  substantial 
amendments  in  the  minimum  financial 
standards  to  which  FCM’s  are  subject 
under  regulation  1.17.  42  FR  27166  (May 
26,  1977).  ^hese  proposals  represent  the 
first  two  stages  in  a  four-part  series  of 
revisions  which  the  Commission  is  in 
the  process  of  proposing  in  the  mini¬ 
mum  financial  and  related  reporting  re¬ 
quirements  imposed  upon  FCM’s.  The 
Commission  is  at  this  time  proposing  the 
third  stage  of  this  four-part  series,  an 
improved  early  warning  system  based 
upon  the  proposed  amendments  to  reg¬ 
ulation  1.17.  Within  the  next  few  weeks, 
the  Commission  will  propose  the  fourth 
stage  of  this  series,  which  would:  (1)  re¬ 
quire  each  contract  market  to  adopt 
minimum  financial  requirements  with 
respect  to  its  member  FCM’s,  and  (2) 
permit  the  responsibility  for  monitoring 
an  FCM’s  financial  status  to  be  delegated 
to  a  single  contract  market  or  other  self- 
regulatory  organization. 


The  development  of  an  improved  early 
warning  system  is  necessitated  by  recent 
and  anticipated  changes  in  the  size  and 
nature  of  the  commodity  futures  indus¬ 
try  and  by  the  increase  in  the  number 
and  types  of  activities  subject  to  Com¬ 
mission  regulation  under  the  Commodity 
Exchange  Act,  as  amended  (“Act”)  (7 
U.S.C.  1-22  (Supp.  V.  1975) ) .*  The  in¬ 
creased  demands  placed  upon  the  limited 
resources  of  the  Commission  by  such 
developments  have,  combined  with 
(among  other  things)  the  self -regula¬ 
tory  structure  envisioned  by  the  Act, 
made  it  appropriate  for  the  Commission 
to  shift  its  regulatory  approach  to  one 
which  places  significantly  greater  em¬ 
phasis  on  industry  self -regulation  under 
the  oversight  surveillance  of  the  Com¬ 
mission.  An  improved  early  warning 
system  is  essential  to  the  development 
of  such  a  regulatory  posture. 

The  Commission’s  current  early  warn¬ 
ing  system  is  contained  in  regulation 
1.18(c) .  Regulation  1.18(c)  requires  each 
FCM  to  prepare  a  written  computation 
each  month  of  the  total  of  its  subordi¬ 
nated  borrowings,  long-term  liabilities 
and  net  worth.  If  the  sum  of  these  three 
items  has  declined  20  percent  or  more 
from  the  sum  of  these  items  on  the 
FCM’s  most  recent  financial  report,  the 
FCM  must  immediately  notify  the  Com¬ 
mission.  Regulation  1.18(c)  also  requires 
an  FCM  to  notify  the  Commission  im¬ 
mediately  whenever  it  “knows  or  has 
reason  to  believe”  it  is  not  in  compliance 
with  the  requirements  of  regulation  1.17. 

The  Commission’s  newly  proposed 
early  warning  system  incorporates  two 
significant  improvements  over  the  sys¬ 
tem  established  by  regulation  1.18(c). 
First,  the  newly  proposed  system  is  trig¬ 
gered  before  the  FCM  becomes  in  viola¬ 
tion  of  regulation  1.17  and  is  much  more 
closely  related  to  the  minimum  capital 
requirements  with  which  FCM’s  must 
comply  than  the  present  system.  For 
example,  under  the  early  warning  pro¬ 
vision  of  regulation  1.18(c) ,  no  allowance 
is  made  for  the  size  of  the  market  posi¬ 
tions  carried  by  an  FCM,  whether  for 
its  own  account  or  for  those  of  its  cus¬ 
tomers.  As  a  result,  an  FCM  could  as¬ 
sume  a  substantial  market  position, 
either  for  itself  or  on  behalf  of  its  cus¬ 
tomers,  which  seriously  jeopardizes  the 
FCM’s  basic  financial  stability  and  which 
could  cause  the  FCM  to  become  under¬ 
capitalized  as  the  result  of  relatively 
minor  market  movements,  and  still  fail 
to  trigger  the  provisions  of  regulation 
1.18(c).  Under  the  newly  proposed  early 
warning  system,  the  capital  level  at 
which  an  FCM  would  be  required  to 
“early  warn”  of  possible  financial  diffi¬ 
culties  increases  in  the  same  manner 
that  the  FCM’s  minimum  adjusted  net 
capital  requirements  increase  under  pro¬ 
posed  regulation  1.17.  The  second  major 
improvement  incorporated  in  the  newly 
proposed  early  warning  system  is  the 


1See  the  Commission’s  May  26.  1977  Fed¬ 
eral  Register  release  for  an  explanation  of 
the  factors  which  necessitate  the  develop¬ 
ment  of  an  improved  early  warning  system 
and  Increased  reliance  by  the  Commission 
on  the  minimum  financial  requirements  of 
regulation  1.17  In  general. 


requirement  that  an  FCM  notify  the 
Commission  and  the  appropriate  indus¬ 
try  self -regulatory  organizations  not 
only  of  potential  financial  difficulties, 
but  also  of  certain  other  occurrences 
which  may  jeopardize  the  FCM’s  cus¬ 
tomers  (such  as  the  firm’s  failure  to 
maintain  its  books  and  records  in  a 
current  status) . 

Clarification  of  Certain  Provisions 

The  early  warning  system  set  forth 
in  proposed  regulation  1.12  (which  would 
replace  regulation  1.18(c))  is  straight¬ 
forward  and  does  not,  in  general,  require 
elaborate  explanation.  However,  a  brief 
clarification  of  certain  aspects  of  the 
proposed  rule  may  prove  helpful. 

Initially,  and  perhaps  most  im¬ 
portantly,  it  must  be  pointed  out  that 
there  would  be  no  independent  penalty 
for  triggering  the  proposed  early  warning 
system.  In  fact,  in  many  instances,  the 
occurrences  which  would  trigger  the  pro¬ 
visions  of  proposed  regulation  1.12  would 
not  constitute  violations  of  the  Act  or 
any  regulation  thereunder.  For  example, 
under  proposed  regulation  1.12(b),  an 
PCM  whose  adjusted  net  capital  drops 
below  $30,000  or  8  y3  percent  of  its  ag¬ 
gregate  indebtedness,  but  remains  above 
$25,000  and  6%  percent  of  its  aggregate 
indebtedness  (the  minimum  require¬ 
ments  of  proposed  regulation  1.17), 
would  be  required  to  file  notice  to  that 
effect  with  the  Commission  within  five 
business  days.  However,  the  FCM  would 
not  be  in  violation  of  regulation  1.17,  or 
any  other  Commission  regulation,  and  no 
administrative  sanction  by  the  Commis¬ 
sion  would  be  possible.  In  those  instances 
where  the  proposed  early  warning  sys¬ 
tem  would  be  triggered  by  a  violation 
of  the  Act  or  the  regulations,  as,  for  ex¬ 
ample,  where  the  FCM  fails  to  main¬ 
tain  its  books  and  records  in  a  current 
status,  prompt  (i.e.,  telegraphic)  notifi¬ 
cation  of  the  Commission  to  that  effect 
by  the  PCM  in  accordance  with  the  pro¬ 
posed  regulation  would  tend  to  mitigate 
heavily  against  the  imposition  of  aift 
sanction  by  the  Commission  in  response 
to  such  violations.* 

The  fact  that  no  independent  penalty 
is  provided  for  triggering  the  proposed 
early  warning  system  is  due  to  the  basic 
nature  and  purpose  of  the  system  itself. 
In  short,  the  system  is  designed  to  af¬ 
ford  the  Commission  and  the  appropriate 
industry  self-regulatory  organizations 
sufficient  advance  notice  of  an  FCM’s 
problems  to  allow  the  necessary  protec¬ 
tive,  as  opposed  to  enforcement,  action 
to  be  taken  to  insure  the  safety  of  the 
FCM’s  customers’  funds  and  the  in¬ 
tegrity  of  the  marketplace.  If,  however, 
an  FCM  fails  to  give  the  notice  required 
by  the  proposed  early  warning  system, 
effective  protective  action  by  the  Com¬ 
mission  and  industry  self -regulatory  or¬ 
ganizations  may  be  precluded,  thereby 
amplifying  the  risks  to  which  the  FCM’s 


1  However,  the*  mere  fact  that  an  FCM 
notifies  the  Commission  Immediately  upon 
the  occurrence  of  such  violations  would  not 
preclude  the  Commission  from  taking  ap¬ 
propriate  enforcement  action  against  the 
FCM.  especially  In  the  face  of  repeated  or  In¬ 
tentional  violations. 


FEDERAL  REGISTER,  VOL.  42,  NO.  1 20— WEDNESDAY,  JUNE  22,  1977 


PROPOSED  RULES 


31741 


customers  and  the  futures  market  system 
are  subjected.  If  the  required  notice  Is 
not  given,  therefore,  enforcement,  as 
well  as  protective,  action  would  be  appro¬ 
priate.  Accordingly,  it  is  the  Commis¬ 
sion’s  intent  to  prosecute  violations  of 
the  proposed  early  warning  system 
vigorously.  The  proposed  early  warning 
system  will  be  effective  only  if  it  is  uti¬ 
lized.  The  absence  of  any  sanction  for 
simply  triggering  the  system  and  the 
mitigating  effect  of  compliance  with  its 
requirements  should  encourage  its  use, 
as  should  the  likelihood  of  severe  sanc¬ 
tions  for  failure  to  comply  with  such  re¬ 
quirements,  particularly  at  the  outset  of 
the  system. 

Some  clarification  of  certain  other  as¬ 
pects  of  the  proposed  early  warning  sys¬ 
tem  would  also  appear  appropriate.  In 
several  places  in  the  proposed  rule,  refer¬ 
ences  are  made  to  portions  of  §§  1.10. 
1.16  and  1.17  of  the  Commission’s  regula¬ 
tions.  These  references  are  to  the  regula¬ 
tions  proposed  by  the  Commission  in  its 
Federal  Register  releases  of  October  15, 
1976,  41  FR  45706,  and  May  26.  1977.  42 
FR  27166. 

Under  proposed  regulations  1.12ia» 
and  1.12(b),  an  PCM  is  required  to  file 
a  Statement  of  the  Computation  of  the 
Minimum  Capital  Requirements  Pursu¬ 
ant  to  §  1.17,  or  a  Form  1-FR  containing 
such  a  statement,  whenever  its  adjusted 
net  capital  drops  below  certain  levels.  In 
the  event  that  the  early  warning  system 
Is  triggered  by  a  drop  in  the  FCM's  ad¬ 
justed  net  capital  below  a  capital  level 
based  upon  a  minimum  net  capital  rule 
other  than  that  of  the  Commission  (such 
as  that  of  a  contract  market) ,  the  FCM’s 
Minimum  Capital  Requirements  should 
be  computed  in  accordance  with  such 
other  rule.* 

Proposed  regulation  1.12(f)  provides 
that  all  notices  and  reports  required  by 
the  new  early  warning  system  must  be 
filed  with  .the  Commission,  with  all  con¬ 
tract  markets  of  which  the  FCM  is  a 
member  and  which  have  minimum  finan¬ 
cial  and  related  reporting  requirements 


•In  Its  May  26,  1977  Federal  Register  re¬ 
lease,  the  Commission  stated  that  one  of  the 
Intended  effects  of  Its  proposed  revisions  In 
the  minimum  financial  requirements  Imposed 
upon  FCM’s  would  be  to  enable  those  FCM’s 
which  are  also  securities  broker-dealers  to 
file  the  same  financial  reports  with  both  the 
Commission  and  the  Securities  and  Exchange 
Commission  ("SEC”).  42  FR  27168.  Specifi¬ 
cally,  it  Is  the  Commission's  goal  that  suffi¬ 
cient  uniformity  be  attained  between  the 
Commission’s  minimum  financial  rule  and 
that  of  the  SBC  to  enable  FCM/broker-deal- 
ers  to  comply  with  the  Commission’s  finan¬ 
cial  reporting  requirements  by  simply  filing 
with  the  Commission  copies  of  the  SEC’s 
FOCUS  Report  (Financial  and  Operational 
Combined  Uniform  Single  Report  under  the 
Securities  Exchange  Act  of  1934).  If  the 
requisite  uniformity  Is  achieved  and  the 
FOCUS  Report  becomes  acceptable  for  Com¬ 
mission  purposes,  propoed  regulation  1.12 
wlU  be  revised  to  permit  FCM /broker-dealers 
to  comply  with  the  requirements  of  the  pro¬ 
posed  rule  by  filing  appropriate  portions  of 
the  FOCUS  Report. 


which  have  been  approved  by  the  Com¬ 
mission  as  adequate  to  effectuate  the 
purposes  of  section  4f(2)  of  the  Act,  and. 
If  the  FCM  is  also  a  securities  broker 
find /or  dealer,  with  the  Securities  and 
Exchange  Commission.4  As  previously 
discussed,  the  fourth  stage  of  the  Com¬ 
mission’s  proposed  revisions  in  the  min¬ 
imum  financial  and  related  reporting  re¬ 
quirements  imposed  upon  FCM's  would 
permit  the  responsibility  for  monitoring 
the  financial  status  of  an  FCM  to  be 
delegated  to  a  single  contract  market 
or  other  self -regulatory  organization.  If 
that  stage  of  the  Commission’s  proposals 
is  adopted,  proposed  regulation  1.12(f) 
would  be  revised  to  provide  that  the  ap¬ 
propriate  filings  need  be  made  only  with 
the  Commission,  the  contract  market  or 
other  self -regulatory  organization  dele¬ 
gated  the  responsibility  of  monitoring 
the  financial  status  of  the  FCM,  and,  if 
applicable,  the  Securities  and  Exchange 
Commission. 

In  consideration  of  the  foregoing,  the 
Commission  hereby  proposes  to  amend 
17  CFR  Part  1  as  follows: 

1.  By  adopting  a  new  ?  1.12  to  read  as 
follows: 

§  1.12  Maintenanre  of  Minimum  Finan¬ 
cial  Requirements  by  Futures  Com¬ 
mission  Merchants. 

(a)  Each  person  registered  as  a  fu¬ 
tures  commission  merchant,  or  who  files 
an  application  for  registration  as  a  fu¬ 
tures  commission  merchant,  whose  ad¬ 
justed  net  capital  at  any  time  is  less 
than  the  minimum  required  by  §  1.17 
or  by  the  capital  rule  of  any  contract 
market,  clearing  organization  or  regis¬ 
tered  futures  association  to  which  such 
person  is  subject,  must: 

(1)  Give  telegraphic  notice  as  set 
forth  in  paragraph  (f)  of  this  section 
that  such  applicant’s  or  registrant’s  ad¬ 
justed  net  capital  Is  less  than  is  required 
by  section  1.17  or  by  such  other  capital 
rule.  Identifying  the  applicable  capital 
rule  or  rules.  This  notice  must  be  given 
within  24  hours  after  such  applicant’s  or 
registrant’s  adjusted  net  capital  becomes 
less  than  required  by  any  of  the  afore¬ 
said  rules  to  which  such  applicant  or 
registrant  is  subject:  and 

(2)  Within  24  hours  after  giving  such 
notice  file  a  Statement  of  Financial  Con¬ 
dition,  a  Statement  of  the  Computation 
of  the  Minimum  Capital  Requirements 
Pursuant  to  $  1.17  (computed  In  accord¬ 
ance  with  the  applicable  capital  rule  or 
rules),  and  a  Schedule  of  Segregation 
Requirements  and  Funds  on  Deposit  In 
Segregation,  all  as  of  the  date  such  viola¬ 
tion  occurs. 

(b)  If  the  adjusted  net  capital  of  any 
applicant  or  registrant  at  any  time  is  less 
than 

‘SEC  Rule  17a-ll,  17  CFR  240.17w-ll,  re¬ 
quires  that  broker-dealers  who  trigger  that 
agency’s  early  warning  system  must  give  no¬ 
tice  and  file  the  appropriate  reports  with  the 
Commodity  Futures  Trading  Commission  If 
they  are  registered  as  FCM’s  with  the  Com¬ 
modity  Futures  Trading  Commission. 


(1)  The  greater  of  $30,000  or  8%  per¬ 
cent  of  aggregate  indebtedness;  or 

(2)  If  the  applicant  or  registrant  is 
subject  to  S  1.17(a)(3)  (commodity  op¬ 
tions)  ,  the  greater  of  $60,000  or  8Mi  per¬ 
cent  of  aggregate  indebtedness;  or 

(3)  If  the  applicant  or  registrant  is 
operating  pursuant  to  §  1.17(g),  the 
greater  of  $120,000  or  6  percent  of  the 
funds  required  to  be  segregated  pursuant 
to  section  4d(2)  of  the  Act  and  these 
regulations,  plus,  for  securities  brokers 
or  dealers,  6  percent  of  aggregate  debit 
items  computed  in  accordance  with  the 
Formula  for  Determination  of  Reserve 
Requirements  <  §  240.15c3-3a  of  this 
title) ;  or 

(4)  120  percent  of  the  minimum  re¬ 
quired  by  the  capital  rule  of  any  contract 
market,  clearing  organization  or  regis¬ 
tered  futures  association  to  which  such 
applicant  or  registrant  is  subject:  such 
applicant  or  registrant  must  filed  written 
notice  to  that  effect  as  set  forth  in 
paragraph  <f)  of  this  section  witihn  five 

(5)  business  days  of  such  event.  Such 
applicant  or  registrant  must  also  file  a 
Form  1-FR  as  of  the  close  of  business 
for  the  month  during  which  such  event 
takes  place  and  as  of  the  close  of  busi¬ 
ness  for  each  month  thereafter  until 
three  (3)  successive  months  have  elapsed 
during  which  the  applicant’s  or  regis¬ 
trant’s  adjusted  net  capital  is  at  all 
times  equal  to  or  In  excess  of  the  mini- 
mums  set  forth  in  this  paragraph  (b  • 
which  are  applicable  to  such  applicant  or 
registrant.  Each  Form  1-FR  required  by 
this  paragraph  (b)  must  be  filed  within 
15  calendar  days  after  the  end  of  the 
month  for  which  such  report  is  being 
made. 

(c)  If  an  applicant  or  registrant  at  any¬ 
time  fails  to  make  or  keep  current  the 
books  and  records  required  by  these 
regulations,  such  applicant  or  registrant 
must,  on  the  same  day  such  event  oc¬ 
curs,  give  telegraphic  notice  of  such 
fact,  specifying  the  books  and  records 
which  have  not  been  made  or  which  are 
not  current,  and  within  5  business  days 
after  giving  such  notice  filed  a  written 
report  stating  what  steps  have  been 
and  are  being  taken  to  correct  the  situa¬ 
tion. 

(d)  Whenever  any  applicant  or  regis¬ 
trant  discovers  or  is  notified  by  an  in¬ 
dependent  public  accountant,  pursuant 
to  S  1.16(e)  (2)  of  these  regulations,  of 
the  existence  of  any  material  inade¬ 
quacy,  as  specified  in  §  1.16(d)  (2)  of 
these  regulations,  such  applicant  or 
registrant  must  give  telegraphic  notice  of 
such  material  Inadequacy  within  24 
[hours,  and  within  five  business  days 
after  giving  such  notice  file  a  written 
report  stating  what  steps  have  been  and 
are  being  taken  to  correct  the  material 
inadequacy. 

(e)  Whenever  any  contract  market 
learns  that  a  member  registrant  has 
failed  to  file  a  notice  or  written  report 
as  required  by  this  i  1.12,  such  contract 
market  must  immediately  report  such 
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failure  as  provided  in  paragraph  (f)  of 
this  section. 

(f)  Every  notice  and  written  report 
required  to  be  given  or  filed  by  this 
section  must  be  filed  with  the  regional 
office  of  the  Commission  for  the  region 
in  which  the  applicant  or  registrant  has 
its  principal  place  of  business,  with  all 
contract  markets  of  which  the  applicant 
or  registrant  is  a  member  and  which 
have  minimum  financial  requirements 
and  related  reporting  requirements 
which  have  been  approved  by  the  Com¬ 
mission  as  adequate  to  effectuate  the 
purposes  of  section  4f(2)  of  the  Act, 


and  with  the  Securities  and  Exchange 
Commission,  if  such  applicant  Or  regis¬ 
trant  is  a  securities  broker  or  dealer. 
In  addition,  every  notice  required  to 
be  given  by  this  section  must  also  be 
filed  with  the  principal  office  of  the 
Commisison  in  Washington,  D.C.  Each 
Statement  of  Financial  Condition,  each 
Statement  of  the  Computation  of  the 
Minimum  Capital  Requirements  Pur¬ 
suant  to  §  1.17,  and  each  Schedule  of 
Segregation  Requirements  and  Funds  on 
-  Deposit  in  Segregation  required  by  this 
section  must  be  filed  in  accordance  with 


the  provisions  of  §  1.10(d)  of  these  regu¬ 
lations,  unless  otherwise  indicated. 

§  1.18  [Revoked] 

2.  By  revoking  S  1.18(c). 

(7  D3.C.  6c,  6f,  6g  and  12a.) 

Issued  in  Washington,  D.C.,  on  June 
16, 1977,  by  the  Commission. 

William  T.  Bag  lit. 
Chairman,  Commodity 
Futures  Trading  Commission. 
[PR  Doc.77-17686  Piled  6-21-77; 8: 46  am] 
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